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U.I.L. Nos. 41.50-00, 174.00-00
DISCLOSURE STATEMENT

THIS DOCUMENT INCLUDES CONFIDENTIAL INFORMATION SUBJECT TO
THE ATTORNEY-CLIENT AND DELIBERATIVE PROCESS PRIVILEGES, AND MAY
ALSO HAVE BEEN PREPARED IN ANTICIPATION OF LITIGATION. THIS
DOCUMENT SHOULD NOT BE DISCLOSED TO ANYONE OUTSIDE THE SERVICE,
AND ITS USE WITHIN THE SERVICE SHOULD BE LIMITED TO THOSE WITH A
NEED TO REVIEW THE DOCUMENT IN RELATION TO THE SUBJECT MATTER OF
THE CASE DISCUSSED HEREIN. ONLY OFFICE PERSONNEL WORKING THE
SPECIFIC CASE OR SUBJECT MATTER MAY USE THIS DOCUMENT. THEIS
DOCUMENT IS ALSC TAX INFORMATION OF THE INSTANT TAXPAYER WHICH
MAY BE SUBJECT TO INTERNAL REVENUE CODE SECTION 6103. THIS
DOCUMENT SHOULD NOT BE DISCLOSED TO THE TAXPAYER CR 1ITS
REPRESENTATIVE (S) UNDER ANY CIRCUMSTANCES.

THIS ADVICE IS RENDERED ON THE BASIS THAT ALL
REPRESENTATIONS AND FACTS IN THIS MEMORANDUM ARE CORRECT. WE
RECOMMEND THAT YOU VERIFY THIS INFORMATION. IF ANY OF THE
REPRESENTATIONS AND/OR FACTS ARE INCORRECT OR CANNOT BE
SUBSTANTIATED, OUR ADVICE MAY NEED TO BE MODIFIED.

INTRODUCTION

This memorandum is in response to your request for advice
dated May 11, 2000, and is subject to National Office review and
approval. Accordingly, the advice herein stated should be '
considered preliminary, and should not be acted upon until we
contact you concerning National Office comments. We will so
contact you within two weeks of the date of this memorandum.
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FACTS

For the tax years in issue, [l throueh R T

was the common parent of an affiliated group of corporations
(hereinafter "Taxpayer") and filed consolidated U.S. Corporate
Income Tax Returns (Forms 1120) with its affiliates. During
these years, Taxpayer incurred costs in connection with the
construction of several pilot units. Specifically, Taxpayer's
costs were incurred for the component material, labor and other
elements involved in the construction of these pilot units to be
used in Taxpayer's trade or business for the manufacturing of
products by Taxpayer for its customers. Taxpayer and the Service
agree that no portion of the costs incurred with respect to these
pilot units was for activities intended to discover information
that would eliminate uncertainty concerning the development or
improvement of these pilot units. Taxpayer and the Service
further agree that these pilot units are property of a character
subject to an allowance for depreciation.

On its Forms 1120 for the years in issue, Taxpayer fully
deducted the entire costs attributable to the construction of
these pilot units as research and experimentation expenditures
under Internal Revenue Code section 174.

ISSUER

May TaxXpayer's entire costs attributable to the construction
of these pilot units be treated as deductible research and
experimentation expenditures under section 1747

CONCLUSTON

Taxpayer's entire costs attributable to the construction of
these pilot units, which is property of a character subject to an
allowance for depreciation, may not be treated as deductible
research and experimentation expenditures under section 174,
because the costs are solely for the component materizl, labor
and other elements involved in their construction,

However, any such allowances for depreciation are considered
as research and experimental expenditures, for purposes of
section 174, to the extent that the property to which the
allowances relate is used in connection with research or
experimentation.?

! The issue of whether the Taxpayer 1s entitled to allowances
for depreciation during these years, as well as the issue of
whether the pilot units were used in connection with research or
experimentation, is beyond the scope of this memorandum. If
advice is sought on these issues, please contact the attorney
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LAW

Section 174(a) provides that a taxpayer may treat research
or experimental expenditures which are paid or incurred by him
during the taxable year in connection with his trade Or business
as expenses which are not chargeable to capital account. The
expenditures so treated shall be allowed as a deduction. Section
174 (c) provides, in relevant part, that section 174 will not
apply to any expenditure for the acquisition or improvement of
land, or for the acquisition or improvement of property to be
used in connection with the research or experimentation and of a
character that is subject to the allowance under section 167
(relating to allowance for depreciation, etc.).

Section 1.174-2(b) of the Income Tax Regulations
("Regulations") contains rules relating to certain expenditures
with respect to land and other property. Secticn 1.174-2(b) (1}
of the Regulations provides that expenditures by the taxpayer for
the acquisition or improvement of land, or for the acquisition or
improvement of property which is subject to an allowance for
depreciation under section 167, are not deductible under section
174, irrespective of the fact that the property or improvements
may be used by the taxpayer in connection with research or
eXxperimentation. However, allowances for depreciation of
property are considered as research or experimental expenditures,
for purposes of section 174, tc the extent that the property to
which the allowances relate is used in connection with research
or experimentation.

Section 1.174-2(b) {2} of the Regulations provides, in
relevant part, that expenditures for research or eXperimentation
which result, as an end product of the research or
experimentation, in depreciable property to be used in the
taxpayer's trade or business may, subject to the limitations of
section 1.174-2(b) (4) of the Regulations, be allowable as a
current expense deduction under section 174(a).

Section 1.174-2 (b} (4) of the Regulations provides that the
deductions referred to in sections 1.174-2(b) (2) and (3) of the
Regulations for expenditures in connection with the acquisition
or producticn of depreciable property to be used in the
taxpayer's trade or business are limited to amounts expended for
research or experimentation. Thus, amounts expended for research
‘or experimentation do not include the costs of the component
materials of the depreciable Property, the costs of labor or
other elements involved in its construction ang installation, or
costs attributable to the acquisition or improvement of the
property. For example, a taxpayer undertakes to develop a new
machine for use in his business. He expends $30,000 on the
project of which $10,000 represents the actual costs of material,

assigned to this matter.
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labor, etc., to construct the machine, and $20,000 represents
research costs which are not attributable to the machine itself.
Under section 174 (a) the taxpayer would be permitted to deduct
the $20,000 as expenses not chargeable to capital account, but
the $10,000 must be charged to the asset account (the machine).

ANALYSIS

The issue is whether Taxpayer's entire costs attributable to
the construction of these pilot units constitute research and
experimental expenditures under section 174. These costs de not
escape the limitations imposed by sections 1.174~-2(b) (2) and (4)
of the Regulations because such property is of a character
subject to an allowance for depreciation under section 167.

Section 174 provides that a taxpayer may treat research and
experimental expenditures that are paid or incurred by him during
the taxable year in connection with his trade or business as
expenses that are not chargeable to capital account. Research
and experimental expenditures are generally defined as
expenditures incurred in connection with the taxpayer's trade or
business which represent research and development costs in the
experimental or laboratory sense but only so long as they are for
activities intended to discover information that would eliminate
uncertainty concerning the develcopment or improvement of a
product. Treas. Reg. § 1.174-2{za)(1). Uncertainty exists if the
information available to the taxpayer does not establish the
capability or method for developing or improving the product or
the appropriate design of the product. Id.

Under certain circumstances, however, expenses attributable
to research or experimentation undertaken either directly by the
taxpayer or on behalf of the taxpayer by a third person will not
be deductible under section 174, such as expenditures
attributable to the acqguisition or improvement of property which
is subject to an allowance for depreciation under section 167.
I.R.C. § 174(c). Section 1.174-2(h) (1) of the Regulaticons
generally provides that a taxpayer's expenditures for the
acquisition or improvement of property which is subject to an
allowance for depreciation under section 167 are not deductible
under section 174, irrespective of the fact that the property or
improvements may be used by the taxpayer in connection with
research or experimentation. Section 1.174-2(b) (2} of the
Regulations provides, in relevant part, that expenditures for
research or experimentation which result, as an end product of
the research or experimentaticn, in depreciable property to be
used in the taxpayer's trade or business may, subject to the
limitations of section 1.174-2(b) (4) of the Regulations, be
allowable as a current expense deduction under section 174 (a).
Section 1.174-2(b) (4) of the Regulations provides that the
deductions referred to in sections 1.174-2(b) (2) and {3) of the
Regulations for expenditures in connection with the acquisition
or production of depreciable property to be used in the
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taxpayer's trade or business are limited to amcunts expended for
research or experimentation and do not include the costs
attributable to the construction of the property.

Two types of expense are implicated by these rules: (1)
expense incurred for activities intended to discover information
that would eliminate uncertainty concerning the development or
improvement of a product (Treas. Reg. § 1.174-2(a) (1)): and (2)
expense attributable to the component material, labor or other
elements involved in the construction and installation of a
product. The former type of expense, to the extent it can be
traced to activities intended to discover information that would
eliminate uncertainty concerning the development or improvement
of a product, is deductible for purposes of section 174; the
latter type of expense, to the extent it represents costs for the
construction of a depreciable asset, is not deductible. Cf. Rev.
Rul. 73-275, 1973-1 C.B. 134 (holding that costs attributable to
the development and design of an automated manufacturing system,
as distinguished from costs attributable to the production cf the
manufacturing system, are deductible under I.R.C. § 174).

Under the present facts, the expenditures in question are :
those attributable to the construction of these pilot units. The
parties in this case agree that these pilot units are property of
a character subject to an allowance for depreciation.

Section 1.174-2(b) (4) of the Regulations provides that the
deductions referred to in sections 1.174-2(b) (2) and (3) of the
Regulations for expenditures in connection with the acquisition
or production of depreciable property to be used in the
taxpayer's trade or business are limited to amounts expended for
research or experimentation. Thus, amounts expended for research
or experimentation do not include the costs of the component
materials of the depreciable property, the costs of labor or
other elements invelved in its construction and installation, or
costs attributable to the acquisition or improvement of the
property. There is no guestion in this case that Taxpayer
acquired or produced these pilot units for use in its trade or
business. Therefore, Taxpayer's expenditures for the
construction of the pilot units are not deductible as research
and experimental expenditures under section 174 because they are
related to depreciable property used in the manufacturing of
products by Taxpayer for its customers. However, any allowances
for depreciation are considered as research and experimental
expenditures, for purpcses cof section 174, to the extent that the
property to which the zllowances relate is used in connection
with research or experimentation. Treas. Reg. § 1.174-2(b).?2

2 As discussed supra, the issue of whether the Taxpavyer is
entitled to allowances for depreciation during these years, as
well as the issue of whether the pilot units were used in
connecticn with research or experimentation, is beyond the scepe
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If you have any questions, please contact the undersigned at
{212) 264-5473, extension 262. )

ROLAND BARRAL
Area Counsel (LMSB)

By:

DANIEL A. ROSEN
Lead Industry Counsel -
Research Credit

cc: Peter J. Graziano J
Associate Area Counsel (PFTG)

of this memorandum. If advice is sought on these issues, please
contact the attorney assigned to this matter.




